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Background

General Overview:

The California Finance Lenders Law (CFLL) appliesenders who make consumer or commercial loans,
whether unsecured or secured by real or persoopkpy or both, to consumers for use primarilydersonal,
family, or household purposes. The CFLL is regddiy the Department of Corporations (DOC). ThelCF
is in the California Financial Code, Division 9 namencing with Section 22000. The regulations uticker
CFLL are contained in Chapter 3, Title 10 of thdifGaia Code of Regulations, commencing with Sati
1404 (10 C.C.R. 81404, et seq.).

The CFLL was enacted by the California legislaeffective on July 1, 1995 and consolidated andaeg the
Personal Property Brokers Law, the Consumer Finaaoders Law and the Commercial Finance Lenders
Law which were previously applicable to personalparty brokers, consumer finance lenders, and caniahe
finance lenders. Even though the CFLL is a reddyivecent statute, it is based upon previous t&situ

According to the DOC, Finance lenders and brokersiumber of licensees and dollars of loans origithaare
the largest group of financial service provideigutated by the Department. A finance lenders keen
provides the licensee with an exemption from theyiprovision of the California Constitution. kesed
under the law are individuals, partnerships, asgiois, limited liability companies and corporasonThe law
requires applicants to have and maintain a minimetworth of at least $25,000 and to obtain anchtaai a
$25,000 surety bond. In general, principals ofdbmpany may not have a criminal history or a nistd
non-compliance with regulatory requirements.

In addition to the lending authority provided by tlaw, the CFLL provides limited brokering authprit A
"broker" is defined in the law as "any person erghig the business of negotiating or performing actyas
broker in connection with loans made by a finarcelér." Brokers licensed under this law may onbkbr
loans to lenders that hold a CFL license.

Several entities are not required to be licensettuthe CFLL, including banks and savings and loan
associations, credit unions, mortgage lenderspdied check cashers, licensed pawn brokers or licessed
under the deferred deposit transaction law. "Nmant transactions, such as bona fide leases, abitmsales
finance contracts and retail installment salesatse not subject to the provisions of the CFLL.

If a business makes a one-time loan, then the éssican rely on the safe harbor of no more tharlcamein a
12-month period. However, where the safe harbdrather exemptions under the CFLL do not applyn tihe
business may need to apply for a license undeCHid.. Violating the CFLL can result in penaltiec%2,500
for each violation, imprisonment (for not more thare year)—or both—and willful violations can als®
punished by a fine of $10,000 in addition to imprisent (for not more than one year) or both.



CFLL licensees constitute a class of “exempt pes’stor purposes of California’s constitutional ugur
limitations (Cal. Fin. Code § 22002). The follogiare the charges and fees allowed under the CéiLL f

consumer loans:

Loan Amount

APR restrictions

Other restricts

$225-$2500*

12-30% depending on
principal amount of loan

Administrative fees are
capped at lessor of 5% of
principal amount of loan or
$50.

Over $2500

No APR cap

For loans under $5000
licensees are prohibited from
imposing compound interest
or charges and are limited in

the amount of any delinquenc¢

fee that may be imposed.

*Exceptions apply under The Affordable Credit-Building Opportunities pilot program beginning at F.C. §22348

y

Every year, DOC releases a report of statistici degarding the CFLL compiled from data requirete
submitted by licensees. The following charts aath@ome from th2010 Annual Report: Operation of
Finance Companies Licensed Under the Californiaakice Lenders Law:

2010 | 4,327 1,022
2009 (4,964 1,097
2008 | 5,618 1,188
2007 | 7,358 2,065
2006 | 7,577 2,358
2005 | 6,725 2,480
2004 | 5,342 1,618
2003 | 4,608 1,258
2002 | 4,110 984

2001 | 3,732 628




California Finance Lenders

Loans Made or Refinanced By Size

For Calendar Year 2010

Number % of Principal
of Total Amount % of Total
Size of Loan Loans Number (in thousands) Amount
CONSUMER LOANS
$ 499 orless 103,543 21.56 34,822 0.16
500 to 1,999 90,976 18.94 98,474 0.46
2,000 to 2 499 8517 1.77 18,635 0.09
2,500 to 4,999 105,368 21.93 325,195 1.50
5,000 to 9,999 43,946 9.15 303,647 1.41
10,000 or more 128,034 26.65 20,796 281 96.38
Total Consumer Loans
Made 480,384 100.00 21,579,054 100.00
COMMERCIAL LOANS
$5,000 or more 2,080,113 100.00 93,199,758 100.00
Total Commercial Loans
Made 2,080,113 100.00 93,199,758 100.00
Total Loans Made, All
Categories 2,560,497 114,778,812



California Finance Lenders
Loans Made or Refinanced By Type of Security
for Calendar Year 2010

Number % of Principal % of

of Total Amount Total
Type of Security Loans Number (in thousands) Amount

ALL CONSUMER LOANS

Unsecured 253,878 52.85 $ 427 887 1.98
Personal Property 19,048 3.97 62,898 0.29
Automobiles & Other Motor Vehicles 132,128 27.50 2226753 10.32
Wage Assignments 38 0.01 127 0.00
Real Property 60,671 12.63 16,659,383 86.47
Other Security 14,621 3.04 202 006 0.94
Tatal Consumer Loans Made 480 384 100.00 $ 21,579,054 100.00

California Finance Lenders
Loans Made or Refinanced by Rates Charged
for Calendar Year 2010

Number % of Principal % of
of Total Amount Total

Annualized Rate of Charge Loans Number (in thousands) Amount
CONSUMER LOANS
LOANS UNDER $2.500
Step Rate:
25 2,15 1% per month 97,028 A7 79 $ 23,081 1519
Alternate Rate:
1.6% per month 34 0.02 43 0.03
Federal Reserve Bank Rate
plus 10% 0 0.00 0 0.00
Other Rates:
Up to 14 999 APR 13,190 6.50 32197 2119
15.000 to 19.999 APR 12,360 6.09 12,139 7.99
20.000 to 24 999 APR 5817 2.86 10,309 6.79
25000 to 29.999 APR 19,356 953 25,959 17.09
30.000 to 34.999 APR 12,215 6.02 14,753 9.71
35.000 to 39999 APR 38,333 158.88 31,122 2048
40.000 to 99.999 APR 4 486 221 2,005 1.32
100.000 or More APR 7 0.00 10 0.01
Variable Rates Based on Index 210 0.10 308 0.20
Total Loans Made 203,036 100.00 $ 151,931 100.00




LOANS OF $2,500 TO $4,999

Up to 14.999 APR 2,003 1.90 $ 6,280 1.93

15.000 to 19.999 APR 4 815 457 16,064 494

20.000 to 24 999 APR 5,082 517 20,924 65.43

25000 t0 29999 APR 13,649 12.95 49 393 1519

30.000 to 34.999 APR 9,835 933 32,608 10.03

35.000t0 39999 APR 7,699 7.31 24 409 7.50

40.000 to 99.999 APR 25215 2393 17,645 2388

100.000 or More  APR 35,240 3345 94 793 2915

Variable Rates Based on Index 830 0.79 3,079 0.95

Total Loans Made 105,368 100.00 $ 325,195 100.00

Number % of Principal % of
of Total Amount Total
Annualized Rate of Charge Loans Number (in thousands) Amount

LOANS OF $5.000 TO $9.999
Up to 14.999 APR 4 112 9.36 % 24 117 7.94
15.000 to 19.999 APR 2,413 5.49 18,385 6.05
20.000 to 24 999 APR 10,119 2303 73,478 24 20
25000 to 29999 APR 9,788 2227 67,408 2220
30.000 to 34 999 APR 3,220 733 22129 729
35000 to 39999 APR 9729 2214 69 513 2289
40.000 t0 99.999 APR 3,266 7.43 21,154 6.97
100.000 or More APR 1,258 2.86 7,198 2.37
Variable Rates Based on Index 41 0.09 265 0.09
Total Loans Made 43 946 100.00 $ 303,647 100.00
LOANS OF $10,000 AND
MORE
Up to 14 999 APR 110,615 86.39 % 19,475,000 93 64
15.000 to 19999 APR 5,132 401 93,242 045
20000 to 24999 APR 7.015 548 92,859 0.45
250001029999 APR 1,488 1.16 18,047 0.09
30.000 to 34.999 APR 431 0.34 5,383 0.02
35.000 t0 39.999 APR 816 0.64 9,276 0.04
40.000 t0 99.999 APR 469 0.37 8,654 0.04
100.000 or Mare APR 579 0.45 187,264 020
‘Variable Rates Based on Index 1,489 116 908, 556 4 37
Total Loans Made 128,034 100.00 $ 20,798 281 100.00
Total Consumer Loans Made 480,384 % 21,579,054



Costly Consumer Lending:

Personal loans made by CFL licensees typicallyogmhsumers with low credit scores in need
of fast cash. The most costly options under thelC&te car title lending and unsecured
personal loans.

A car title loan is when a consumer borrows morgajrsst the title of their car for a specified
period of time. During the loan period, the consupntinues to use their vehicle as necessary.
If the consumer defaults on the loan then currantdllows the lender to repossess the car for
the costs of the loan. Car title lending in Caliia is conducted under the CFLL, under which
various forms of consumer lending are authoriZEde CFLL does not explicitly authorize car
title lending, but CFL licensees may offer thegeetyof loans. Car title loans are subject to the
provisions of the CFLL, which for loans above $25%® interest rate caps exist. A rate cap
does not exist for any personal loan (Auto, Autletipersonal) made under the CFLL.

Car title lending has come under recent scrutirg tdumedia coverage, specifically, an LA
Times article, "Title Loans' Interest Rates arestatly Out of Control,” February 11, 2011, that
highlighted the high interest rates on these |l@ntsthe consequences if a consumer does not
pay off such a loan. The article provided thedwaihg details:

* One customer put up his truck as collateral fo2 &0 loan with payments of $200 per
month. The customer expected to pay off $5000-@80the time the loan was finished.
This particular customer was charged an APR of 1@8% return customer vs. 120% for
new customers.

» According to one car title lender interviewed, thpiarters of the loans were paid off
typically within 8 months.

* The way in which a typical loan would work, is th@stomer brings in his or her vehicle to
the lender for inspection and test drive. The &rilen determines what the vehicle might
fetch at auction, which could be half of the Kelleiyie Book Value. On a vehicle with a
$6,000 Blue Book value the lender might loan $2,6@8 interest rates as much at 180%
APR. Key to this point, is typically title lended® not loan an amount equal to the whole
value of the automobile, therefor creating somatgaquishion should the loan go into
default.

Industry representatives argue that the borrowéis wge their service have very low credit
scores and are not likely to have access to otleansof credit, if at all. Additionally, they
point out that while the loan may be securitizée, tepossession and disposition of an
automobile is a costly endeavor and such costs baultiilt into the costs of the loan.

In examining CFL licensees who make secured casl¢ahis includes car title loans and car
purchase loans) finds that in 2009 approximatel@2B auto related loans were made in
California with APRs over 40%, for a total volumi$64,204,118. In 2009, for loans with
APRs over 100%, 4,243 loans were made, totaling $48,175. Again, it is important to note
that these numbers are approximations becausa@parchase lender could be in these



categories. Additionally, anecdotal informatiomggests that most car title loans are made with
APRs between 90-120%.

On the unsecured side of the CFLL lending marketuasecured personal loans. The most well-
known of entities offering these loans is a compeailed CashCall. CashCall advertises
frequently on television. CashCall offers unseduoans over $2,500 that have no interest rate
restructures. A quick perusal of their websiteesds the terms and interest rates for typical loan
transactions. For example, on a loan of $2,525dh@wing would apply:

« $75 fee

 139.22%

* 47 payments

¢ $294.46 monthly payment.

Under the above scenario, if the borrower tookdlaa to term for the full 47 months they would
have paid back $13,914.62 (interest-principal-oagion fee) on a $2,525 loan. This comes out
to $11,389 in interest charges.

On August 24, 2009, CashCall settled with the Galifa Attorney General in a suit alleging that
CashCall had made false and misleading statemegsding interest rates and other loan terms,
and that they violated several provisions of Caltifa's debt collection laws. This settlement did
not address the actual costs of the loans becatreeely high interest rates are not prohibited
under California law.

Certainly, consumers with low credit scores wily@ahigher premium for credit. Additionally,
the immediate nature of CFL loans also is a faicténeir price structure. Furthermore, with the
risk at stake in these types of loans, some partiatend that the high interest rates are
necessary to continue to operate in this partionkarket. However, one must ask to what extent
do the loans themselves create a self-fulfillinggbrecy, in that the rates charged create such a
large potential for eventual default that the po&rlefault creates the justification for the high
rate, and thus the cycle continues. One mustaalkpif the existence of high risk consumer
borrowers justifies the triple digit interest rates

New Alternatives:

In 2010, the legislature passed and the Govergoedi SB 1146 (Florez), Chapter 640, Statutes
of 2010. The bill created the Pilot Program fofokflable Credit-Building Opportunities to
increase the availability of affordable short-tezradit and to expand credit-building
opportunities for individuals. According to then#u18, 2010, Assembly Banking & Finance
Committee analysis the author stated the followiagd for SB 1146

According to the author:

Enacted in the 1950’s, based on statutes from 826, the CFL is archaic and needs
reform. For example, its restrictions on interesties, fees, and marketing partnerships for
loans in the $250 to $2500 range effectively disages lenders from making loans that

7



would otherwise be a fair alternative to paydayriea As a result, today there are very few
fully amortizing, credit building loans in the $25%2500 range and even fewer providers.
Instead, the vast majority [of] CFL licensees omgke loans above $2500, precisely
because there is no cap on interest rates for laases $2500. Lenders simply do not believe
they can make a profit below $2500, given curréft @w. Thus, if a lender wants to make
small loans, they become a pawn broker or paydagde(who as an industry makes over 10
million loans to California residents each yeaf)he result: Californians have only one
option—pay-day loans—and no opportunity to buildepair their credit. . . .

Californians need access to credit, now more thar.eBut, they also need alternatives that
are safe and affordable, provide credit educatiod &elp borrowers build credit. SB 1146
will hopefully allow consumers who need small loansalternative to a pay-day loan

option, which likely causes more of a financialdem when payments cannot be made.

This bill, sponsored by Progreso Financiero, esthétl a pilot program under the CFLL to fill
the gap in loan products that exist between palaiys of $255 and CFL loans of $2,500 or
more. Between those two amounts there is |tbemtive on the part of potential lenders to
offer loans due to stringent restrictions on feearketing, and interest rates. For example, in
2008, 98,665 CFL loans under $2,500 were originatégreas almost 12 million payday loan
transactions occurred. The pilot program inteoddltthis gap by allowing some flexibility on
the fees and interest rates associated with tims)a@th an enhanced underwriting process to
determine borrower's repayment ability, somethiftgrolacking for non-bank loans, specifically
payday loans. Additionally, the sponsor viewedglhet program as a way to help the unbanked
and underbanked build credit files in order to adbeato more traditional lines of credit by the
requirement that loan performance be reportedaetédit reporting agencies. No other lending
law requires reporting of payment performance. pik@ program attempts to make small

dollar lending a profitable business so that mgrgons will become available, while creating
lending standards that will make it a responsibtelpct under certain conditions.

The driving force behind the pilot program is tha&ny people do not have access to mainstream
credit options due to minimal credit history. Thistory is often due to a lack of a relationship
with a banking institution through a checking oviegs account. Ironically, a consumer

without a checking account would not be able toageayday loan as payday loans are
contingent upon the borrower having a checking astso in some cases an unbanked borrower
may not have many options at all.

The unbanked or those without an account with anforal institution constitute approximately
22 million, or 20% of Americans. This populatigresds $10.9 billion on more than 324
million alternative financial service transactiqgres year. Bearing Point, a global management
and technology consulting company, estimates tetihbanked population expands to 28
million when you include those who do not haveeddrscore. In addition, Bearing Point puts
the underbanked population, defined as those wliiéink account but a low FICO score that
impedes access to incremental credit, at an additéb million people. Although estimates find
that at least 70% of the population has some tyfak account, these individuals continue to
use non-bank services, ranging from the purchaseoky orders, use of payday lenders, pawn
shops or sending of remittances. The Federal Re®ward has noted that 50% of current
unbanked households claim to have had an accouin¢ ipast.



In California, 28% of adults do not have a checlongavings account, according to the U.S.
Census. In San Francisco, the Brookings Institugéistimated that one in five San Francisco
adults, and half of its African-Americans and Hisiga, do not have accounts. Recent market
research indicates that Fresno and Los Angelesthav&econd and third highest percentages of
unbanked residents in the country.

Nationwide, the unbanked are disproportionatelyeegnted among lower-income households,
among households headed by African-Americans asgafiics, among households headed by
young adults, and among renters. A Harvard Pdiwficane Katrina evacuees in the
Superdome found that seven out of ten did not baslgecking or savings account.

In summary, the CFLL is a seventeen year old statdmprised of several other laws that are
decades older. The last major change to this laer8B 1146, which with its good intentions it
is still too early to gauge its success. Mostriglis that thus far only one CFLL licensee has a
license to participate in the pilot program creatader SB 1146. If a new market of small
dollar loans is to be created it is vital that mi@mders enter this marketplace with competitive
rates for consumers. Finally, in evaluating theassity of triple digit interest rate loans above
$2,500, the consumers getting these loan prodoetast likely suffering from a drastic
economic situation or event that creates desperétiocredit. Is a consumer in dire need of
credit able to fully understand the risk associatétl these products? Can more changes be
made to the CFLL to create a better lending mat&e#g? Should the pilot program under SB
1146 be altered to create more interest on thegpdenders?



